
COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

* * * * 

In  t h e  Hatter of:  

THE APPLICATION OF GILBERT 1 
CONSTRUCTION S E R V I C E S ,  I N C . ,  1 
[GRAHAM ESTATES S U B D I V I S I O N  1 

ADJUSTMENT OF RATES PURSUANT 1 

PROCEDURE FOR SMALL UTILITIES 1 

SEWER F A C I L I T Y ]  FOR AN ) CASE NO. 9391 

TO THE ALTERNATIVE RATE F I L I N G  ) 

O R D E R  

IT IS ORDERED that: 

1. The Staff A u d i t  R e p o r t  for Gilbert Construction 

S e r v i c e s ,  Inc., Graham Estates  S u b d i v i s i o n  Sewer F a c i l i t i e s  

("Graham E s t a t e s " )  a t t a c h e d  h e r e t o  a s  Appendix A s h a l l  be i n c l u d e d  

as a part of the record i n  t h i s  p r o c e e d i n g .  

2 .  Graham Estates  s h a l l  have  u n t i l  the close of 

business October 3 0 ,  1985 ,  to file written comments c o n c e r n i n g  t h e  

c o n t e n t s  of Appendix A. 

Done a t  F r a n k f o r t ,  Kentucky, t h i s  2lst day of October, 1985. 

PUBLIC SERVICE COHMISSION 

ATTEST: 

Secretary 



APPENDIX A 

REPORT ON LIMITED AUDIT JlAm 10/21/85 

GRAHAM ESTATES S U B D I V I S I O N  SEWER FACILITY 

PREFACE 

On A u g u s t  1, 1985, Gilbert C o n s t r u c t i o n  Services,  I n c .  , 
Graham Estatos S u b d i v i s i o n  Sewer F a c i l i t y  ("Graham Estates") 

filed, p u r s u a n t  to 807 KAR 5:076 ( A l t e r n a t i v e  R a t e  Filing), a n  

a p p l i c a t i o n  s e e k i n g  a n  i n c r e a s e  i n  ra tes .  The  proposed rates 

wou ld  g e n e r a t e  $8,178 annually i n  addi t iona l  revenues. 

The Commission s t a f f ,  concerned with t h e  l ikelihood t h a t  

the operations of other commonly-owned e n t e r p r i s e s  were not 

a c c o u n t e d  for s e p a r a t e l y  from t h e  o p e r a t i o n s  of G r a h a m  Es t a t e s ,  

s en t  Graham Estates Information R e q u e s t  No. 1 o n  August  2 8 ,  1985. 

I n  t h a t  r e q u e s t ,  G r a h a m  Estates was a s k e d  t o  offer evidence t h a t  

t h e  a c c o u n t i n g  for t h e  o p e r a t i o n  w a s  m a i n t a i n e d  o n  a separate 

bas is .  The response from Graham Estates did address the issues 

but o f f e r e d  l i t t l e  a d d i t i o n a l  i n f o r m a t i o n .  I n  order t o  e x p e d i t e  

the processing of the case, the Commission staff chose to p e r f o r m  

a n  a u d i t ,  l i m i t e d  i n  scope, o n  t h e  o p e r a t i o n s  of Graham E s t a t e s .  

The a u d i t  was c o n d u c t e d  by Mr. Aaron Greenwell of the D i v i s i o n  of 

Rates a n d  T a r i f f s  o n  September 2 5  a n d  26, 1985, at t h e  o f f i c e s  of 

Graham Eatates.  

SCOPE 

The scope of this a u d i t  was l i m i t e d  t o  a s c e r t a i n i n g  w h e t h e r  

the operating expenses, as reported in the 1984 Annua l  Report, 



were a c c o u n t e d  for i n  a c c o r d a n c e  w i t h  the Uniform System of 

A c c o u n t s  €or Sewer U t i l i t i e s  and  were p r o p e r l y  a l l o c a t e d .  The 

p r i m a r y  f o c u s  was t o  a s s u r e  p r o p e r  a l locat ion.  Each t e s t - y e a r  

e x p e n d i t u r e  was r e v i e w e d  a n d  t h e  invoices of p o t e n t i a l  improper 

charges were examined .  

FINDINGS 

G r a h a m  Estates has n e i t h e r  b e e n  a u d i t e d  nor r e q u e s t e d  any 

increases p r i o r  to  t h e  p r e s e n t  a p p l i c a t i o n .  However, the  owner  

was p u t  on  n o t i c e  i n  Case N o .  8127' t h a t  a c c o u n t i n g  records were 

to  be m a i n t a i n e d  i n  a c c o r d a n c e  w i t h  t h e  Uniform System of Accounts 

for Sewer U t i l i t i e s  a n d  that h e  wou ld  b e  r e q u i r e d  t o  provide 

de ta i led  i n f o r m a t i o n  s u f f i c i e n t  t o  p e r m i t  t h o r o u g h  a n a l y s i s  of t h e  

t e s t - y e a r  e x p e n s e s  i n  f u t u r e  f i l i n g s .  A review of t h e  a c c o u n t i n g  

system r e v e a l e d  minor m a t h e m a t i c a l  and p o s t i n g  errors, two outlays 

of a c a p i t a l  n a t u r e  w h i c h  were e x p e n s e d  r a t h e r  t h a n  capitalizedr 

a n d  several minor  items of a personal nature t h a t  were c h a r g e d  t o  

u t i l i t y  e x p e n s e s .  F u r t h e r  e x a m i n a t i o n  revealed t h a t  t h e  

o p e r a t i o n s  of Graham E s t a t e s  were not accounted for on a separate  

basis, and t h a t  a s tockholder- loan,  called a C a p i t a l  Improvement  

Loan Accoun t  by t h e  owner ,  was e s t a b l i s h e d  and o p e r a t e d  i n  a 

manner t h a t  allows c o m i n g l i n g  of b o t h  p e r s o n a l  and other b u s i n e s s  

e x p e n s e s .  

The owner  o f t e n  p a y s  e x p e n s e s  o u t - o f - p o c k e t  a n d  i n c r e a s e s  

the balance of tho s t o c k h o l d e r - l o a n  account. The balance of t h o  

Final O r d e r  d a t e d  Augus t  5,  1981, Case No. 8127 ,  An A d j u s t m e n t  
of R a t e s  of the Sewage T r e a t m e n t  Plant S e r v i n g  W r i g h t  Acres 
S u b d i v i s i o n ,  p .  3 .  
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stockholder-loan account is decreased by frequent payments made 

directly by Gilbert Construction Services for goods and services 

that are personal in nature. Examples of these personal items 

are: payments to grocery stores8 payments for cable television, 

payments fo r  a personal loan, payments for  personal insurance8 

payments of a personal nature made to individuals not involved 

with the utility operations and payments for various personal 

items. 

Following is a discussion of the allocation of joint costs 

and recommended adjustments: 

Allocation 

Gilbert Construction Services allocates joint costs on a 

basis of 50 percent to Graham Estates and 50 percent to Wright 

Acres. The operating accounts charged with expenses based on this 

allocation are: Chemicals, Miscellaneous Supplies and Expenses- 

Treatment and Disposal8 Maintenance of Treatment and Disposal 

Plant, Office Supplies and Other Expenses, InSUranCe Expense8 

Transportation Expenses, Miscellaneous General Expenses, and 

Rents.  Based on the operation and the bookkeeping requirements of 

the stockholder-loan account and the owner's non-utility activi- 

ties, including a venture into solar energy8 it has been 

determined that Office Supplies and Other Expenses, Insurance 

Expense8 and Rents should m o r e  properly be allocated 1/3 to Graham 

Eetatea, 1/3 to Wright Acres and 113 personal. 

Routine Maintenance Service Fee 

A review of the general ledger and re la ted  documents 

revealed t h a t  $38 had been expensed but not included in the Annual 
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Report. Therefore, this account has been increased by $38 t o  

$1 , 118. 
Maintenance of T r e a t m e n t  a n d  Disposal  P l a n t  

Graham Estates r e p o r t e d  t e s t - y e a r  c h a r g e s  of $1,293, Upon 

e x a m i n a t i o n  of t h e  i n v o i c e s  and  a c c o u n t i n g  r e c o r d s  i t  was f o u n d  

that $ 4 5 2  had  been  i m p r o p e r l y  e x p e n s e d  t o  this a c c o u n t .  A 

d i s b u r s e m e n t  Qf $399 t o  Lanharn Electric for a pump m o t o r  s h o u l d  

have  been  c a p i t a l i z e d .  In a d d i t i o n ,  expenses t o t a l ing  $53 were 

e x c l u d e d .  The $53 was Graham Es ta t e s '  p o r t i o n  of o u t l a y s  to  build 

storage facilities at the h o m e  of Mr. G i l b e r t ' s  mother .  Theae  

storage f a c i l i t i e s  w e r e  n e v e r  u t i l i z e d  a n d ,  t h u s ,  w e r e  d e t e r m i n e d  

to be p e r s o n a l  i n  n a t u r e .  Therefore, this a c c o u n t  h a s  been 

r e d u c e d  t o  $841 .  

O f f i c e  S u p p l i e s  and  O t h e r  E x p e n s e s  

The  g e n e r a l  l e d g e r  c h a r g e s  to  t h i s  a c c o u n t  to ta led  $ 2 , 6 7 2 .  

A f t e r  e x c l u d i n g  i m p r o p e r  c h a r g e s  of $ 4 3 5 ,  it was determined t h a t  

t h e  p r o p e r  charge t o  Graham E s t a t e s ,  based upon a n  a l loca t ion  of 

1 /3  of t h e  r e m a i n i n g  $2,237, should be $746.  The $435 improperly 

c h a r g e d  is c o m p r i s e d  of $210, p a i d  t o  a CPA, more p r o p e r l y  

classified to  O u t s i d e  S e r v i c e s  Employed, and  $ 2 2 5  paid to D i c k e n s  

U p h o l s t e r y ,  w h i c h  s h o u l d  have been  c a p i t a l i z e d  w i t h  the related 

d e p r e c i a t i o n  allocated to Graham E s t a t e s  on  a 1/3 b a s i s .  

O u t s i d e  Services Employed 

This a c c o u n t  h a s  been c h a r g e d  w i t h  $105 which  r e p r e s e n t s  

Graham E a t a t e a '  p o r t i o n  of a payment  t o  L inda  W i l l i a m @ ,  CPA, for 

p r e p a r a t i o n  of Annual  Reports. 
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Insurance Expense 

The charges to this account included a charge of $130 for 

auto insurance which has been eliminated, as discussed under 

Transportation Expenses, and a charge for 50 percent of the book- 

keeper's cancer insurance of $360. Based on a 1/3 allocation of 

the cancer insurance, t h e  proper charge to Insurance Expense 

should  be $120. 

Transportation Expense 

The expense attributed to Graham Estates was based on a 

mileage charge and an allocation of vehicle maintenance expenses .  

The deduction of Transportation Expense is allowed for tax 

purposes; however? the deduction is limited to a computation 

based either on mileage cr on actual  cost .  Because of t h e  

impropriety of both a mileage and a vehicle maintenance charge, 

and because of the detailed records required for the computation 

based on actua l  cost, it has been determined that the maintenance 

e x p e n s e s  and auto insurance expense are not proper. As a result, 

the  proper charge to Graham Estates for Transportation Expense 

should be limited to t h e  mileage charge of $594. This cost is 

based on 2,700 miles at $.22 per mile. 

Miscellaneoue G e n e r a l  EXp~3nEe8 

T h i s  a c c o u n t  h a s  been r e s t a t e d  to  $21. The original 

general ledger charges totaled $4,557, of which $3,638 was 

personal and expensed  to Utility Operations. The remaining $919, 

less $30  bank service charges and $360 for insurance, was a l lo-  

cated on a SO/SO b a s i s  to Graham Estates, resulting fn a total 

charge of $280, including $15 for bank service charges. The 
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. 
charges  reclassified to Wright Acres, to other accounts and as 

personal are as follows: 

Check 
NO 

508 

519 

523 

534 

538 

539 

571 

579 

60 3 

61 1 

630 

661 

67 4 

6 7 5  

102 

Amount Description 

$ 12.00 Charitable Contribution 

7 . 5 0  

4.00 

2 5 . 0 0  

9 . 7 5  

91.56 

10.00 

4 5 . 0 9  

5 8 . 0 0  

8.00 

2 0 . 0 0  

9.75 

92.00 

2 .00  

Charitable Contribution 

Sewer Operators License 

Rroger 

Charitable Contribution 

Gift 

Charitable Contribution 

Leased Storage 

Leased Storage 

Charitable Contribution 

Leased Storage  

Charitable Contribution 

Leased Storage 

Sludge Publication 

9 8 . 0 0  Leased Storage 

30.00  Bank Sorvice Charges 

< 2 . 6 9 >  Finance Charges 

Total $519.96 

Reclassified tor 

O t h e r  Deductions - 
Charitable Contributions 

and G i f t s  ( "OD-CC&G") 

OD-CC6G 

Wright Acres 

Personal 

OD-CC&G 

OD-CCbG 

OD-CC&G 

Rents 

Rents 

QD-CC&G 

Rents 

OD-CC&G 

Rents 

Office Supplies and 

Rents 

OEfice Supplies and 

Other Interest Expense 

Other Expense 

Other  Expense 

R e n t s  Expense 

Prior to August, Gilbert Construction operated out of the 

owner's apartment. Graham Estates was charged €or $232, 1/8 of 

-6 - 



the rental, which has been determined to be a proper allocation. 

Prom Augus t  t h r o u g h  December, G i l b e r t  C o n s t r u c t i o n  leased p r i v a t e  

office space a t  $150/month. Based o n  a 1/3 a l l o c a t i o n ,  t h e  proper 

c h a r g e  t o  Graham Esta tes  s h o u l d  be $ 2 5 0 .  I n  a d d i t i o n ,  Graham 

Estates leased a s m a l l  w a r e h o u s e  for use as a storage facility. 

B e c a u s e  t h i s  w a r e h o u s e  is p r e s e n t l y  u s e d  for storage of p e r s o n a l  

a n d  u t i l i t y  i t e m s ,  a n  a l l o c a t i o n  of 113 of the $313 e x p e n s e  i s  

deemed proper and would resul t  i n  a charge of $104 tu Graham 

Esta tes .  The p r e c e d i n g  adjustments i n d i c a t e  t h e  r e n t  e x p e n s e  for 

Graham E s t a t e s  s h o u l d  be $586. 

Depreciation Expense  

G r a h a m  E s t a t e s  began  o p e r a t i o n s  i n  1970 and was purchased 

June  4,  1980, for $15,000. N o  information was available r e g a r d i n g  

the original cost  of t h e  p l a n t .  The Uniform S y s t e m  of Accounts 

requires t h a t  u t i l i t y  p l a n t  be recorded a t  its original cost 

(estimated i f  n o t  known).  Thus, the plant now on the books of 

Graham Estates was recorded improperly when a c q u i r e d  by G i l b e r t  

C o n s t r u c t i o n .  In determining t h e  appropriate level of depreci- 

a t i o n  expense, t h e  u s e f u l  life of t h e  e n t i r e  f a c i l i t y  s h o u l d  be 

considered. Graham E s t a t e s  e r r o n e o u s l y  selected three i t e m s  of 

e q u i p m e n t  with 5- and 1 0 - y e a r  u s e f u l  l i v e s  and  assigned t h e  e n t i r e  

cost of the plant t o  t h o s e  t h r e e  assets. Since t h e  original cost 

records are not available, the proper depreciation expense s h o u l d  

be based o n  a n  e s t i m a t e d  20-year l i f e ,  w i t h  10 years r e m a i n i n g  

from d a t e  of purchase. This r e s u l t s  i n  a composite rate of 10 

percent a n d  depreciation expense of $1,524. I n  a d d i t i o n ,  a pump 

was purchased for $399. Based on a 3-year useful life, t h e  
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a d d i t i o n a l  deprec ia t ion  charged, at a n  a n n u a l  rate of 33 percent 

€or 8 months ,  s h o u l d  be $89. The  r e m a i n i n g  a d j u s t m e n t  to 

deprec ia t ion  arises f r o m  a c o u c h  w h i c h  was u p h o l s t e r e d  a t  a cost  

of $ 2 2 5 .  Based o n  a 5-year u s e f u l  l i f e  and  a l / 3  a l l o c a t i o n ,  

Graham Estates s h o u l d  be c h a r g e d ,  a t  a n  a n n u a l  rate of 20 p e r c e n t  

f o r  3 m o n t h s ,  $11. The r e s u l t i n g  D e p r e c i a t i o n  Expense  s h o u l d  be 

$1,624.  

I n t e r e s t  o n  Debt t o  S t o c k h o l d e r  

No a d j u s t m e n t  h a s  been made t o  t h e  interest  c h a r g e  of 

$1,720. The owner  e s t a b l i s h e d  t h e  s t o c k h o l d e r - l o a n  a c c o u n t  i n  

order t o  cover t h e  o p e r a t i n g  losses of the u t i l i t y .  However,  

d u r i n g  1984,  $474 was u s e d  €or t h e  p u r c h a s e  of cap i t a l  i t e m s  and  

is p r o p e r l y  r e c o v e r a b l e  t h r o u g h  t h e  r a f e - m a k i n g  process . T h i s  

amount  i n c l u d e s  t h e  motor a t  $399, a n d  $75, w h i c h  is 1/3 of t h e  

$225 cost t o  u p h o l s t e r  t h e  c o u c h .  

O t h e r  I n t e r e s t  Expense  

Vendor  f i n a n c e  c h a r g e s  of $196  o n  o p e n  a c c o u n t s  have b e e n  

reclassified to t h i s  a c c o u n t  f r o m  M i s c e l l a n e o u s  G e n e r a l  Expenses .  

O the r  Aecoun t s 

C h a r i t a b l e  c o n t r i b u t i o n s  a n d  g i f t s  of $ 5 0  based o n  a 1/3 

a l loca t ion  of t o t a l  general ledger charges have been r e c l a s s i f i e d  

t o  t h i s  a c c o u n t  from M i s c e l l a n e o u s  G e n e r a l  Expenses .  

SUMMARY 

The of fec t  of t h e s e  a d j u s t m e n t s  o n  Graham Estates' 1984 

o p e r a t i n g  statement is as follows: 
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1984 
Annual 
Report 

Operatinq Revenues $ 3 , 4 0 8  

Operating Expenses: 

Sludge Hauling $ 
U t i l i t y  Service-Water  Cost 
Other-Tes t ing  & Analyzing 
Fue l  and Power 
C h e m  ica 1s 
Treatment & Disposal  Expenses 
Routine Maintenance S e r v i c e  F e e  
Maintenance of Treatment: and 

Agency C o l l e c t i o n  Fee 
O f f i c e  Supplies & Other  Expenses 
Outside Services Employed 
Insurance  Expense 
T r a n s p o r t a t i o n  Expenses 
Miscellaneous General Expenses 
Rents  
D e p r e c i a t i o n  

Disposal P l a n t  

- 

245 
75 

225 
970 

42  
110 

1,080 

1,293 
284 
959 
-0- 
310 
8 4 0  
280 
794 

1,908 

Total Operating Expenses $ 9,415 

Other  Deductions 

I n t e r e s t  o n  Long-Term Debt $ 1 , 0 0 3  
I n t e r e s t  on  Debt to  Stockholder 1 , 7 2 0  
Other  I n t e r e s t  Expense -0- 
Other A m o u n t s  -0- 

Total Other Deduct ions  $ 2 , 7 2 3  

N e t  Income $<8,730> 

Adjustments  

$ -0- 

$ -0- 
-0 - 
-0- 
-0-  
-0- - 0- 

3% 

< 452> 

< 213> 

< 190) 
< 246>  
< 259> 
< 208> 
< 2 8 4 >  

$< 1,709> 

- 0- 
105 

$ -0 -  
-0- 
196 

5 0  

$ 246 

$< 1,463> 

Adjusted 
1984 

$ 3 ? 4 0 8  

$ 2 4 5  
75 

225 
970 

42 
110 

1,118 

841  
284 
746 
105 
120 
594 
21 

58 6 
1,624 

$ 7 , 7 0 6  

$ 1,003 
1,720 

196 
50  

$ 2,969 

$< 7,267) 
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CONCLUSION 

The operations of G r a h a m  Estates s h o u l d  be maintained 

separately from those of other commonly-owned enterprises with 

more care d i r e c t e d  toward the proper allocation of expenses. Care 

s h o u l d  be  taken  t h a t  p e r s o n a l  expenses and utility expenses are 

separated, particularly in t h e  stockholder-loan a c c o u n t .  That 

account  should be viewed as a loan a c c o u n t  and not used for the 

direct payment of personal expenses. 
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